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POST-HEARING COMMENTS OF CP, CSX,
NORFOLK SOUTHERN AND UNION PACIFIC

Yesterday afternoon the undersigned railroads' learned that Burlington Northern
Santa Fe Railway Company (“BNSF”’) had filed post-hearing comments in this proceeding (the
“BNSF Comments”).> By contacting CN counsel, we also learned that CN had filed additional
comments (the “CN Comments”). Neither BNSF nor CN (collectively, “BNSF/CN”) served
their comments on the many interested parties in this proceeding.

In light of the Board’s announced intent to issue an order in this proceeding this
week, BNSF’s and CN’s last-minute comments appear to have been calculated to preclude any

response. Most parties are unlikely to receive them in time. Nonetheless, in the very limited

1

The railroads are Canadian Pacific Railway Company (“CP”), CSX Corporation and CSX
Transportation, Inc. (“CSX”), Norfolk Southern Corporation and Norfolk Southern Railway
Company (“Norfolk Southern™) and Union Pacific Railroad Company (“Union Pacific”).

2 The BNSF Comments are styled as a reply to a petition for a rulemaking proceeding filed

by Edison Mission Energy Company and Midwest Generation, LL.C. No such “petition” was
filed. In any event, the BNSF comments make clear that they respond to a large number of
comments in this proceeding, including the comments and testimony of the undersigned rail-
roads.



time available, the undersigned railroads offer the following comments on only a few aspects of
the BNSF/CN arguments.

When the Chief Executive Officers of the undersigned railroads testified during
the hearings, they offered differing views on many of the important issues before the Board. All
agreed, however, that the public interest would be served if there were a halt, for some signifi-
cant period of time, to the continuing consolidation of North America's large railroads. Like
many other witnesses, and like numerous additional parties who filed written comments, the rail-
road CEOs noted that a pause would replace the regulatory uncertainty caused by the BNSEF/CN
merger announcement with a period of calm during which railroad financial markets can recover.
It would achieve this result primarily by reducing the demand for debilitating regulation of the
industry. And it would allow railroads to continue to focus their efforts on improving service, as
so many shippers demand, and not responding to more railroad merger proposals.

As we will explain here, the Board has the legal authority to adopt a cooling off
period in rail merger activity. Doing so will bring a period of stability to the industry, encour-
aging investment, while simultaneously affording the Board time to revise outdated public poli-
ctes regarding large railroad mergers.

Introduction

In launching this proceeding, the Board announced its intent to address broad
and important issues of public policy: “major rail consolidations and the present and future
structure of the North American railroad industry.” Decision served Jan, 24, 2000, p. 2. BNSF
and CN avowedly have a much narrower goal. As CN admits in eschewing those “larger issues,”
its “concern is that it receive prompt review of the proposed BNSE/CN combination.” CN

Comments, p. 1. One might have hoped that hearing the drumbeat of concerns about the adverse



effects of rail consolidations on numerous constitutencies, including a call from their largest
shippers -- customers such as United Parcel Service and General Motors -- for a rejection of all
additional mergers among large railroads, would have caused BNSF and CN to look at the larger
issues and change their plans. But that was not to be. As both BNSF and CN have now made
clear, their objective is to force the Board and all stakeholders in the rail industry to undertake a
year-long investigation of a BNSF/CN consolidation.

A, BNSF/CN’s Characterization of the Record

A principal function of the BNSF/CN comments appears to be to tell the Board
what it read and saw during this proceeding. We doubt that the Board needs that assistance, and
we will not presume to provide it. We would note only that BNSF and CN appear to have wit-
nessed a different hearing than others.

BNSF contends that “There Is No Consensus in Favor of a Moratorium on Future
Combinations.” BNSF Comments, p. 5. CN argues that the hearings were primarily about
service, which participants want to address on a case-by-case basis. CN Comments, pp. 1-2.
Objective observers gained a different perspective:

. “The vast majority of shippers, government organizations, and

major railroads other than BN and CN asked the STB to exert

their ability to call for a pause before moving forward on any ad-

ditional rail mergers.” Jill Evans, J.P. Morgan, “Potential Qut-

comes from STB Hearings on Railroad Consolidations,” March

13, 2000 (Exhibit A).

o “[P]olitical and shipper elements . . . | overwhelmingly, decried

further railroad industry consolidation in these four days of hear-



ings.” James M. Higgins, DLJ Securitiies, “Tracking the Rails:

Awaiting Word From the STB,” March 14, 2000 (Exhibit B).

) “The overall sentiment at these hearings was, in our opinion, de-

cidedly negative (i.e. against future mergers without a moratorium

or further regulation).” Douglas W. Rockel, ING Bearings, “The

Outcome of STB Hearing Could Act as an Industry Catalyst,”

March 14, 2000 (Exhibit C).

BNSF takes comfort in its claim that “far fewer than half of all commenters dur-
ing the hearings” supported a moratorium. BNSF Comments, p. 2. But the Board did not solicit
comments on 2 moratorium, an idea that gained credence as the hearing progressed. Shippers
and shipper organizations called for a moratorium in a spontaneous uprising against big rail
mergers at this time. In addition, large numbers of shippers and shipper organizations -- un-
doubtedly excluded from BNSF’s count -- are willing to allowrmore mergers only if the rail in-
dustry 1s subjected to new legislation that BNSF and CN themselves attack as unacceptable.
Without such legislation, those shippers oppose large mergers, as the Board’s questioning con-
firmed.

B. Investment in the Railroad Industry and Financial Stability

BNSF and CN insist that a moratorium would deter investment in railroads, while
their merger proceeding would encourage it. BNSF Comments, pp. 5-6, 10-12; CN Comments,
pp. 20-22. In support of these claims, they rely primarily on witnesses with direct financial ties
to BNSF and CN. Both of the investment bankers who testified at the hearings are involved
in the BNSF/CN merger, and their firms stand to gain millions of dollars if it is approved. The
economists on whom BNSF and CN rely were, as the Board’s questions confirmed, retained and

paid by those railroads.



Rather than prolonging debate over the intellectual fine points of investment the-
ory, we respectfully urge the Board to listen to unbiased observers from the financial community
who have spoken to investors since the hearings began. They conclude that investors, including
BNSF and CN investors, would applaud a delay in the rush toward mergers:

. According to Jili Evans of J. P. Morgan, “a mid-term {sixth-

month-two-year) moratorium on rail mergers” would be the most

beneficial possible outcome of the Board’s hearings. Jill Evans,

J. P. Morgan “Potential Outcomes from STB Hearings on Rail-

road Consolidations,” March 13, 2000 (Exhibit A). According to

Ms. Evans, this would be the preferred outcome for imvestment:

“This would provide near term stability for shippers
but still long term merger synergies for the rail carri-
ers. Stock reaction: Best case scenario for rail stocks
-- would expect some multiple expansion. ... We
believe this is the best case scenario for rail stocks
since it will push out the timeframe for additional rail
mergers which will appease shippers but will also al-
low the opportunity for future consolidation and
growth for the rail carriers.

We believe this outcome offers the least threat

of negative rail regulation and 1s actually what

most industry analysts were expecting prior to the BN /
CN merger announcement in December that triggered
the need for four days of STB hearings on the future of
the rail industry. We believe the rail stocks would have
a positive reaction.

As Ms. Evans explains, one of the principal advantages of a moratorium would be

to cause BN and CN to “cancel their merger, but very likely form an alliance to look for revenue



and cost synergies without a merger. This would be positive for BN and CN shareholders since
we assume that some benefits of an alliance would create additional earnings growth.”
. The day after he testified before the Board, Morgan Stanley-
Dean Witter’s James J. Valentine told investors:
“We believe the STB’s decision will likely contain some
delay to the merger game. In the short-term, such a de-
cision is likely to be viewed positively by the market as

it would pre-empt what we believe is otherwise an im-
minent, final round of rail consolidation this spring.”

James J. Valentine, Morgan Stanley\D. W., “STB Delay Could
Give a Slight Boost to Stocks,” March 8, 2000 (Exhibit D). Mr.
Valentine opined that BNSF and CN stocks would “enjoy some

near-term strength” from a delay to the merger process.

° Analyst Douglas W. Rockel of ING Bearings reached the same
conclusion:
“Consequently we believe the STB will either impose a
moratorium on the [BNSF/CN] merger or place further
regulations on future mergers. Any such action could

act as a catalyst for future rail stocks, which have been
out of favor with investors,”

Douglas W. Rockel, ING Bearings, “The Qutcome of STB Hearing

Could Act as an Industry Catalyst,” March 14, 2000 (Exhibit C).

. Although James M. Higgins of DLJ Securities questions whether
the Board has the legal authority to impose an outright ban on
future mergers, an issue we address below, he noted that “there is

more than one way to skin the proverbial cat.” His analysis con-



firms that the resulting delay would improve investment condi-

ttons and benefit stockholders:
“We believe the STB’s direction in handling the
BNI/CNI case will help bring some stability to financial
market views of the railroads -- although we cannot at
this point predict exactly how they get there. If that
happens, we believe railroad stocks may begin to trade
more on their fundamentals and, pretty much regardless

of the company, that looks to us likely to produce
somewhat higher prices.”

As Mr. Higgins explains, investors need to see how the
Board reaches this result before they can get “too opti-
mistic about a complete elimination of rail mergers from
the investor frame of view.” Nevertheless, he expressed
confidence and believes that “the STB is aware” of the
need to “correct the discount for perceived regulatory
risks the market has built into the stocks.” James M.
Higgins, DLJ Securities, “Tracking the Rails: Awaiting

Word From the STB,” March 14, 2000 (Exhibit B).

Untlike the financially interested BNSF and CN witnesses, these investment ana-
lysts have only one bias: a bias in favor of increased stability and greater investment in the rail-
road industry. Unlike the abstract and theoretical positions of BNSF and CN witnesses, these
analysts offer a simple and straightforward observation: If the Board halts mergers now, inves-
tors will be more willing to invest in the railroad industry and will bid up its stock prices.

C. The Board’s Legal Authority to Impose a Moratorium

There was voluminous testimony presented during the recent hearing that no ma-

jor rail consolidation transaction would be in the public interest at this time. There was also tes-
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timony that, at the very least, the Board’s existing rail merger policies and procedures require
reconsideration and amendment before another rail consolidation proposal could be propetly
evaluated. Were the Board to agree on either point, a temporary moratorium or suspension of
consideration of major rail consolidation proposals would be warranted. Contrary to the sugges-
tions made by BNSF and CN, the Board has ample authority to take such remedial action if (as
the undersigned railroads believe) it is warranted by the evidentiary record developed in this pro-
ceeding,
1. The Board Has Authority to Suspend Consideration of Further Rail
Consolidation Proposals Pending Review and Revision of its Merger
Policies and Procedures.
As previously noted, many witnesses during the recent hearing in Ex Parte 582
(including certain of the undersigned railroads) urged the Board to commence a proceeding to
reconsider, update and revise its Railroad Consolidation Procedures. It could initiate such a
rulemaking proceeding to reconsider broad rail merger policy and, in doing so, it could lawfully
suspend consideration of any new major rail consolidation application pending the completion of
such rulemaking,
Courts have frequently sustained similar agency orders to suspend consideration
of individual applications pending adoption or revision of governing standards or procedures.

See, e.g., Westinghouse Electric Corp. v. NRC, 598 F.2d 759 (3d Cir. 1979) (and cases cited

therein); Kessler v. FCC, 326 F.2d 673 (D.C. Cir. 1963); Albrechtsen v. Andrus, 570 F.2d 906

(10th Cir. 1978); Krueger v. Morton, 5923 F.2d 235 (D.C. Cir. 1976). As these cases held, such

a temporary suspension of consideration of individual cases does not unlawfully deprive a party

of any due process or statutory right to a hearing on contested issues. The reliance by BNSF and



CN on the statutory deadlines for handling an application after its filing and acceptance is there-
fore misplace.

BNSF and CN nonetheless claim that adoption of such a temporary freeze on the
consideration or processing of a rail consolidation application would violate the statutory provi-
sions establishing specified timetables for procedural consideration of an application. This claim
is without merit for the reasons discussed below. The statute plainly states that the Board “may”
initiate a proceeding upon the filing of a rail consolidation application. 49 U.S.C. § 11324(a).
This permissive language cannot be construed to impose a mandatory obligation on the Board to
consider and process an application when it is in the process of reconsidering the very standards
and procedures under which it will be governed. Moreover, an application filed before the con-
clusion of such a rulemaking proceeding would obviously be subject to rejection as incomplete,
as both the statute and existing regulations contemplate. Accordingly, the Board would be well
within its broad authdrity to suspend consideration of any major rail consolidation application
pending review of its ratl merger policies.

2. Alterantively, the Board Can Find Now That No Class 1 Merger Is In
The Public Interest.

If the Board were to conclude — based on the record here, as well as its extensive
experience with past Class I mergers and the Board’s considerable general expertise in rail mat-
ters — that additional Class I mergers are not consistent with the public interest at this time, it
plainly would have the authority to do so, without commencing a new rulemaking proceeding to
consider revisions to existing policies and procedures. CN and BNSF do not appear to question
the Board’s authority to reach this policy conclusion, although they certainly contend that the
judgment would be unwarranted. Rather, their position appears to be that, even if the Board

finds that Class I mergers are inconsistent with the public interest, the Board would nevertheless



be compelled to accept a CN/BNSF application and embark on a year-long proceeding to review
the “merits” of the specific combination that these applicants intend to propose.

This narrow view of the Board’s authority is simply incorrect. This Board — like
other administrative agencies — has the authority to adopt rules that substitute a general judgment
regarding matters falling within its jurisdiction for ad hoc, case-by-case resolution. Congress
expressly gave the Board broad authority to “prescribe regulations in carrying out this chapter
and subtitle IV.” See 49 U.S.C. § 721 (which encompasses the provisions of the ICCTA gov-

erning rail combinations, L.e., 49 U.S.C,, §§ 11321-28). Congress also stated that “[e]Jnumeration

of a power of the Board in this chapter or subtitle IV does not exclude another power the Board
may have in carrying out this chapter or subtitle IV.” Id.. Applying this provision, the U.S. Su-
preme Court has held that this broad rulemaking authority gives the agency discretion to pre-
scribe substantive rules and fashion remedial requirements even when not expressly authorized

by statute. See, e.g., Interstate Commerce Commission v. American Trucking Associations, Inc.,

467 U.S. 354 (1984); Trans Alaska Pipeline Rate Cases, 436 U.S. 631 (1978); American Truck-

ing Assoctations, Inc. v. United States, 344 U.S. 298 (1953); see also American Commercial

Lines, Inc. v. Louisville & Nashville R.R., 392 U.S. 571, 592 (1968) (ICC entitled to “reason-

able latitude to decide where it will resolve these complex issues, in addition to how it will re-
solve them.”); UTU v. ICC, 52 F.3d 1074, 1079 n.10 (D.C. Cir. 1995) (upholding ICC’s inherent

general authority to “carry out” the provision of the Interstate Commerce Act”).> The Board’s

3 This authority is a complete answer to CN’s suggestion that the public interest test under

ICCTA has a “very specific and limited procedural context, governing only the Board’s approval
of a transaction in a proceeding already begun upon application by a person secking control
authority” (CN Comments, p. 28 (emphasis in original)) and that there exists no “other authority
(continued...)
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statutory authority is of course at its zenith with respect to rail combinations. Congress has ex-
pressly made that authority “exclusive,” 49 U.S.C. § 11321(a), and provided that no Class I
combination may be carried out without the approval of the Board upon an affirmative finding
that the transaction is “consistent with the public interest.” 49 U.S.C. § 11324(c).

The courts have repeatedly upheld agency rules that embody policy judgments af-
fecting classes of cases that supplant individualized, case-by-case adjudication. See generally,

e.g., Heckler v. Campbell, 461 U.S. 458 (1983); United States v. Storer Broadcasting, 351 U.S.

192 (1956), Shippers Committee, OT-5 v. ICC, 968 F.2d 75, (D.C. Cir. 1992) (“[c]hoice made

between proceeding by general rule or an individual, ad hoc litigation is one that lies primarily in

the informed discretion of the administrative agency”) (quoting SEC v. Chenery, 332 U.S. 194,

203 (1947)); Association of Oil Pipe Lines v. FERC, 83 F.3d 1424 (D.C. Cir. 1996) (upholding

FERC'’s construction of “full hearing” requirement satisfied by notice and comment rulemaking),

Telocator Network v. FCC, 691 F.2d 525, 551 (D.C. Cir. 1982) (recognizing that Commission

appropriately employs its rulemaking power when issues “involve legislative rather than adjudi-
cative facts, and have prospective effect and classwide applicability.” (Footnotes omitted)),

American Trucking Associations, Inc. v. United States, 642 F.2d 916 (5th Cir. 1981) (sustaining

ICC regulation that prescribed content of “public convenience and necessity” for motor carrier
operating licenses and thereby precluded certain issues from being contested in individual li-

censing proceedings; Chemical Leaman Tank Lines, Inc. v. United States, 368 F. Supp. 925 (D.

Del. 1973) (same).

for the Board to adopt rules or regulations or to preclude such applications from being filed.”
Id., pp. 28-29.
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For example, in Committee for Effective Cellular Rates v. FCC, 53 F.3d 1309
(D.C. Cir. 1995), the court held that the FCC acted within its discretion when it made a general
“policy decision” to adopt revised technical specifications for all cellular licenses that had the
effect of modifying existing licenses. The court held:

It is because the Commisston has this authority -- to establish rules
of general applicability, such as the technical requirements of li-
censes -- that the Committee’s argument that the Commission should
have conducted individual adjudications under sections 308 and 309
before modifying existing cellular licenses fails. Those provisions
govern a licensee’s request for modification of a particular license.
They do not deprive the Commission of its authority to pursue a
rulemaking ‘necessary for the orderly conduct of its business.’

Id., 53 F.3d at 1320 (citing Storer Broadcasting, 351 U.S. at 202-03).

In reaching this conclusion, the court relied upon WBEN, Inc. v. United States,

396 F.2d 601, 617-18 (2nd Cir.), cert. denied, 393 U.S. 914 (1968), in which the Second Circuit
held that the FCC “need not engage in evidentiary hearings required for modification of a par-
ticular license, because “when . . . a new policy is based upon the general characteristics of an
industry, rational decision is not furthered by requiring the agency to lose itself in an excursion
into detail that too often obscures fundamental issues rather than clarifies them.” 53 F.3d at 1319

(quoting WBEN, 396 F.2d at 618). Similarly, in American Airlines Inc. v. CAB, 359 F.2d 624,

625-26 (D.C. Cir.), cert. denied, 385 U.S. 843 (1966), the court rejected a challenge to a rule-
making proceeding and held that the Board’s rulemaking authority “is not to be shackled ... by
importation of formalities developed for the adjudicatory process and basically unsuited for pol-

icy rule making.” Id. at 629. See also Chemical I.eaman Tank Lines,, 368 F. Supp. at 935 (D.

Del. 1973) (“[T]he Supreme Court has sustained an agency’s power to employ rulemaking for

the purpose of declaring general licensing criteria, even though those criteria will influence, and

perhaps summarily decide, the fate of later licensing applications.”) (emphasis added).
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Even if the Board were required, in adopting a new rule finding Class I rail merg-
ers to be contrary to the public interest at this time, to proceed by way of notice and comment
rulemaking, on the current record the Board would have “good cause” to make its rule effective
immediately with the notice and comment period to follow. Administrative Procedures Act, 5
U.S.C. § 553(b)(3)(B). This is a frequently used procedure. See, ¢.g., Health and Human Serv-
ices Interim Final Rule, Individual Development Accounts, 65 Fed. Reg. 10,027 (2000); EPA
Interim Final Rule, Asbestos Model Accreditation Plan, 59 Fed. Reg. 5236 (1994); Interim Rule
With Request For Public Comments, Regulation Y, 12 C.F.R. § 225 (2000). There is ample sup-
port in the record for a rule establishing an immediate moratorium to foster regulatory certainty
and stability in the industry, and given taht the likely commenters on any such rule would the
same parties that participated in the Ex Parte 582 hearing, there certainly is good cause to issue a
rule now based on the record in that proceeding, subject to the possibility that the rule could be
pulled back following an additional period of public comment. Alternatively, the Board may use
49 U.S.C. § 721(b)(4), which authorizes the Board to adopt rules without notice-and-comment
procedures when necessary to prevent irreparable harm.

Moreover, not only would a rule announcing the Board’s general policy determi-
nation regarding Class I mergers be within the Board’s authority, the Board has a virtual obliga-
tion to reconsider its outmoded rail consolidation rules and the policy judgments it has made on

an ad hoc basis in recent merger cases. See, e.g., Independent Bankers Ass’n v. Farm Credit

Admin., 164 F.3d 661, 668 (D.C. Cir. 1999) (agency must consider “the wisdom of its policy on

an continuing basis”). In Bechtel v. FCC, 957 F.2d 873 (D.C. Cir. 1992), for example, when the

FCC applied a 1965 policy statement to award a license to an applicant based on the applicant’s

intention to integrate ownership and management, the court of appeals remanded based on evi-
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dence that the regulation had not achieved its desired objective. The court held that the agency
had a “duty to evaluate its policies over time to ascertain whether they work - that is, whether
they actually produce the benefits the Commission originally predicted they would.” 957 F.2d at
881. A fortiori the Board has a right to reexamine whether its merger policies are appropriate
and apply new policies to pending and future applications.’

If despite the Board’s issuance of a rule announcing its policy judgment that
mergers were not in the public interest at this time, an application were nevertheless filed, the
Board would not be required by statute to ignore its policy judgment and conduct a year-long
proceeding to review the application. Under Section 11324, the Board “may begin a proceed-
ing.” (Emphasis added.) Under Section 11325(a), the Board is free to reject any application that
it determines to be incomplete. The Board has long had regulations — which CN and BNSF do
not challenge — establishing that one of the requirements of any application is a prima facie case
supporting approval. 49 CF.R. § 1180.4(c)(8). If the Board has already made a policy judgment

| that no Class I combination is consistent with the public interest under a given set of industry
circumstances, an application obviously would not make out the prima facie case required by
existing regulations. There would be no point — and certainly no statutory requirement — to ac-
cept an application and go through the motions or the “excursion into detail” of a year-plus pro-

ceeding. Likewise, the Board had intrinsic authority to dismiss an application once filed and ac-

4 BNSF’s contention (BNSF Comments at 15) that the Board’s policy is to encourage

mergers ignores that the policy only applies to those transactions that are “in the public interest.”
A moratorium based on a conclusion that such transactions were not in the public interest would
not violate these policies. Indeed, it is manifestly clear that the Board’s 1980 policy statements
that express a policy favoring consolidations are woefully out of date, given that there is no
longer any need to rationalize an over-built rail system.
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cepted when the facts -- or the Board’s generalized policy judgment -- establish that the transac-
tion cannot satisfy the public interest test.” Indeed, a “moratorium” would provide precisely
what BNSF and CN say the statute commands: an “expeditious handling and resolution” of their

application. CN Comments, at 26.

The one case cited by CN (CN Comments at 26) — Forest Guardians v. Babbitt,
174 F.3d 1178, 1190 (10th Cir. 1999) —is not to the contrary. In that case, the agency was under
statutory mandate to designate a habitat for the silvery minnow and, despite many years of delay,
had failed to do so. A Board rule establishing a “moratorium” would not contravene any similar
statutory mandate. Here, if the Board concludes that a form of moratorium is supported and is-
sues a rule, it can then dispose of any applications on the merits by declining to accept them (or
dismissing them if already filed) for failure to satisfy the public interest standard, which is well

within the Board’s discretion.®

> This is a complete answer to CN’s assertion that Congress “provided no discretion for the

Board either to shut its doors and prevent the filing of rail control applications or to decline to
review or disposition [sic] of such an application, once filed.” CN Comments, p. 25.

6 The Board’s ability to reject or dismiss an application makes clear that the statutory pro-

cedural deadlines do not limit the Board’s authority to reach a determination that no mergers are
in the public interest. CN acknowledges that these deadlines come into play only if the Board
chooses - in its discretion — to accept an application as complete. CN Comments, p. 26 & n.15;
p. 27.

It is also clear that those deadlines are not mandatory. Absent penalties for failure to
abide by those deadlines, they would be regarded as merely “directory.” E.g., BRC v. Pena, 64
F.3d 702, 704 (D.C. Cir. 1996) (absent specification of consequences if not met, statutory period
within which “petition shall be decided” s “directory rather than mandatory”), Gottlieb v. Pena,
41 F.3d 730 (D.C. Cir. 1994) (same), Action on Smoking & Health v. Department of Labor, 100
F.3d 991, 993 (D.C. Cir. 1996) (statute and regulation providing agency “shall” issue a rule
within designated time is “aspirational only™).
(continued...)
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CN and BNSF’s suggestion that there may be “retroactivity” problems with any
change by the Board in the requirements for an application to be accepted as complete is without
merit. First, it has long been a requirement that any application set forth a prima facie case,
which would not be present if the Board had reached a determination that no Class [ mergers
were in the public interest at this time.

Second, there is no merit to the contention that the Board would be constrained in
dealing with a CN/BNSF transaction under new rules of general application to Class I combina-
tions by virtue of the applicants having élcted in “reliance” on existing standards. An agency ac-
tion is not impermissibly retroactive even if it “renders valueless an application filed in reliance

on a prior rule.” Bergerco Canada v. U.S. Treasury Dept., 129 F.3d 189 (D.C. Cir. 1997). In

Bergerco, the court rejected a challenge to agency action where Bergerco applied for a license to
allow it to collect payment on a debt from frozen Iraqi assets under a set of rules that gave it a
“very good chance” of securing the license, and the licensing agency (the Office of Foreign As-
sets Control) “then changed the ru.les, s0 that Bergerco had no chance whatevel;.” The Court
held:

“There is one sense, of course, in which Bergerco did have a right

as of August 15 to have its license application processed under the

criteria in force at the time: If OFAC had acted on Bergerco’s ap-
plication the day it was filed (August 21) and denied the license,

Moreover, CN’s counsel has argued precisely the opposite of the position CN now asserts
regarding the mandatory nature of the Board’s deadlines for control proceedings. In the
UP/CNW Control proceeding, SP sought to delay the proceeding to allow consideration of other
announced rail mergers. On behalf of SP, Mr. Cunningham (CN’s lawyer here) argued that the
Commission had authority to ignore its statutory deadlines in service of the public interest, for
years if necessary, and simply report to Congress that it had violated them. ICC Finance Docket
No. 32133, Union Pacific Corp., et al. — Control — Chicago & North Western Transportation Co.,
et al., SP Petition for Stay of Oral Argument (SP-49), Oct. 28, 1994, p. 12 n.11.
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Bergerco could have obtained judicial relief if OFAC had departed
from the then-applicable rules, and could have obtained at least a
remand for the exercise of OFAC’s discretion in accordance with
those criterta. But if the expectation enjoyed by Bergerco on the
basis of this basic rule-of-law concept qualified as a “right” for pur-
poses of determining impermissible retroactivity, then virtually
every licensing applicant would acquire protection from any rule-
made variation in licensing standards, even where the original set of
rules was vague or obviously provisional. We have rejected any
such broad view of applicants’ rights.”

See also DIRECTV, Inc. v. FCC, 110 F.3d 816, 826 (D.C. Cir. 1997) (rejecting challenge to

FCC decision to put up for competitive bidding certain DBS channels that the Commission had
previously said would be distributed pro rata among certain preexisting permittees; previous or-
der did not give petitioners the right to any specific channel but merely set out the FCC’s plan for
the distribution of reclaimed channels, and the agency was free to change the rules for such dis-
tribution so long as new rules were not arbitrary and capricious).

Likening a Board moratorium to a “cartel,” CN argues a moratorium would be
“anti-competitive.” CN Comments, p. 23. CN asserts that the undersigned railroads “would not
be here” were it not for their “protectionist” motives. Id. at 24. Both CN and the expert it quotes
ignore our overriding concern that the BNSF/CN merger proposal may subject the railroad
industry to crippling re-regulation, a concern that is destabilizing our stocks and could lead to
financial disaster for the entire industry, including BNSF.

In arguing that a merger delay is anti-competitive, CN makes an enormous but
unwarranted leap. It assumes that its merger would be found to be in the public interest, and also
that it would be found to be pro-competitive. No doubt that is CN’s view of its own proposal,
but the consensus at the hearings was that no Class I merger is now in the public interest. Many

shippers object to additional mergers as anti-competitive. CN’s advocacy regarding its own
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merger is not equivalent to a loss of competition. If the Board finds that further mergers are not
in the public interest, no prospective competition is lost.

Contrary to CN’s assﬁmption, national transportation policy does not require the
Board to grant every allegedly pro-competitive application in order to “ensure effective

competition.” 49 U.S.C. § 10101(5). The Board must balance numerous elements of

transportation policy, and it has ample discretion in performing that task. Union Pacific R.R. v.
STB, 202 F.3d 337 (D.C. Cir. 2000). Among other concerns, it must “ensure the development
and continuation of a sound transportation system” (49 U.S.C. § 10101(3)), a goal not advanced
by the current instability in the financial markets. It also must “minimize the need for Federal
regulatory control over the rail transportation system.” 49 U.S.C. § 10101(2). The undersigned
railroads believe that additional Class I merger proposals will move the nation in precisely the
opposite direction.

CN argues that the Board erred when it included within the scope of this pro-
ceeding possible changes in federal regulation. In light of the express national policy requiring
the Board to minimize the need for regulation, this argument is obviously wrong. In applying its
transportation expertise, the Board is not limited to making recommendations to Congress. It is
required by law to administer its statute to avoid the need for more regulation. In addition, the
Board can and should consider that the mere risk of re-regulation is itself destabilizing the in-
dustry today, a problem that will remain if merger proposals advance..

Accordingly, the Board has full authority, should it wish to exercise it, to adopt
and make immediately effective a new substantive rule declaring that no major rail consolidation

transaction would be in the public interest at this time and for a specified period of time.
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Conclusion

For all of the foregoing reasons, the Board has the necessary legal authority to

take appropriate remedial action in response to the testimony adduced during the recent hearings,

and should exercise this authority promptly.

Timothy G. Mulcahy
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Rallroad Industry
POTENTTAL OUTCOMES FROM STB HERRINGS ON RAILROAD CONSOLIDATIONS

The Surfacne Transportation Board (5TB) concluded four days of hearings
from March 7th—10th regarding railroad consolldation and the impact on the
present and future strustuze of the North American railroad industry (sae
below for background details). The STB 1is expacted to announce some course
of action regarding the future of rail consclidation as early as this
week, The most important decision is whether or not the STB will aceept
the merger applicatien of Burlington Northern (BNI/$19 11/16/Buy) and
Canadian Naticnal {(CNI/$24 1/8/Buy) which is expacted to be filed on March
20th or will the Board call for a moratorium of some length on further
rail mergers until more stringemt criteria can be established, We helieve
tharae 18 tremendous pressure on the STB to provide some conceasions to the
shipping community based on the perceived failure of the racent round of
rail consolidation and the growing call from members of Congress to
"praceed cautiously” in reviewing future mergers. We thersiore

believe that the STB will enact some short- to mid-term moratorium (up to
2 years) before accepting the BN / CN merger spplicatien. The geal will

be to allow industry-wide service levels to improve while working with the
railroads and shippers to encourage long term private sector market
solutiens to the difficult issue of balancing future rail consclidation
with the need for additional competition. We believe the rail stocks
would react positively to this sgenarioc since this would provide near term
stability for shippers but still long term merger synergies for the rail
carriers. We will eertainly need to evaluate our stock ratings after any
STE decizions. For now, we are maintaining our BUY ratings on BNI, Unien
Pacific (UNB/335 L/6) and CNI based on their attractive valuations
pelative te future earnings growth, We alsec maintain our cautious ratings
on the eastern rails (NSC (NSC/$13 3/16/Long-Term Buy} and CSX {C8X/§22
1/4/Market Derformer}) due to limited near-term earnings visibility.
Potantial Cutcomes:

We expect that the STB will announce that future rail mergers will be
aerutisnized on some broadsp service and financial criterla than in the
past. The real question then is the timing of when additional criteria
measures will be implemented. We believe the guestion of timing comes

down to the following: does the STB accept the BN / CN merger application
without delay while assesaing potential merger criteria in the future, or
does the STB implement some moratorium (a few menths or up to five years)
on accepting additiconal merger applications until the industry stabilizes
and more data can be analyzed on the potential of additional
consalidation. Based on this premise, we have listed what we believe to be
four potential regulatory outcomes in order of probability and our
prediction on how the rails stocks will react to any verdict,

Dutcome #1: A mid=term (6 month = 2 year) moratorium on rail mergers.

This would provide near term stability for shippers but still long term
mergar synergies for the rail carriers. Stock reaction: Best case
soenaric for rail stocks - would expect some multiple oxpansion. The

vast majority of shippezs, government organizations, and major railroads
other than BN and CN asked the STE to exert their akbility to call for a
pause before moving forward on any additional rail mergers. We believe
this is the best case scenario for rall stocks since it will push ‘cut the
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timeframe for additional rall mergers which will appease shipp=rs but will
also allow the opportunmity for futurs consolidation and growth for the
rall carriers, We beliave this outcome offers the least threat of
negazive rail regulatien and is actually what mest industry analysts were
axpecting prior to the BN / CN mgrger announcement in December that .
triggered the heed for four days of STB hearings on the future oI the ral.

industry.

We believe the rails stogks would have & positive zeaction to the

following:

A) The elimination of the risk of additional disruptive rall mergers and
Le5s potential for anti-rail regulation in the short texm.

B) BN and CN would cancel their merger, bhut likely form esn alliance to

look for revenue and ¢ost synergies without a merger. This would he

positive for BN and CH sharshelders since we assume that some benefits of

an alliance would create additional earnings growth. In addition, both
rails are poised to generate significant free cash flow that can be used

to buy back shares.
<) The moratorium would appeage many Shippers and communities that have

been severely impanted by the service problems that have resulted Zrom the

past five years of xall consolidation., These groups want the ralls %o
first make good on service benefits promi#ed in the previous mergars
before undertaking additional consclldation,

D) We would assume that the STB would stipulate that the moratorium be
used to assess the need for additienal criteria for future rail mergers.
The STB would likely insist that the rail carriers and vazious shippel

groups come up with compromise measures that would allow for the potential
for additional rail consolidation but with additional competitive access.

We helieve the best case scenaris would be private sector solutions that
the rails coulid contrel (like the recent cram down compromises reached
with some labor uniona) versus the potential fer angry shippers celling
for Congressional re-regulation.
Outcome #72: & short-term (less than 6 months} delay in accepting the
BN / CN merger application in oidier to create more stringent service and
financial criteria. Stock reaction: Could be mixed, but we believe there
is more upside than downside. This acenario could he viewed
positively for rail stocks under the assumpticn that the BN / CH merger
would not trigger additional near term conselidation because the other
major rails weuld likely not meet more stringent criteria. In addition,
shippers will likely sse some concessions on service guarantees and
competitive access that may not be detrimental to the rallroads. Howaver,
this could slso be viewed a3 not going far enocugh to appease angry
shippers and may not eliminate the near term fear of anti-rail regulation.
Supporters that urged the ST not to delay in reviewing the merits of the
BN / CN merger included a variety of economists, and some of the shippars
and local communities (such as Buffalo, NY and Jackson, Mississippl) that
would benefit for the cembinatien. In addition, the Department of
Transportation and several other shippers stated that they are net opposed
to more mergers now, as long as "the bar is raised” or additional criteria
is considerad, such as sustained service levels and additional
competition, For example, the DOT and BN / CN suggested the follawing
additional criteria for future rall mergers, which we believe would
support the current BN / CN merger, yet preclude the other rails fram
prematurely entering intc a merger agreements: 1)} The applicants' current
sarvice and safety records; 2) The financial stability of the applicant /
ability to generate cash and invest in infrastructure; 3) Success of paat
consolidation efforcs / examination of previous problems and how to avoid
them in the future; 4) Service guarantees in the future, including keeping
gateways open, or else pay .for trucks or allew other rail competition.
Sutcome #3: No delay in accepting tha BN / CN merger application with
the 5TB reviewing the stand-alone merits of the proposed combination in
addition to simultansously gathering additional data for future more
stringent criteria. Stock reaction: Likely to be negative as this
may drive some shippers to call for mere immediate rail re-regulation and
may prompt more immediate reaction from the other major rails. The STB
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has been very hesitant in the past to interfere with market forces which
would argue for the acceptance of tha BN / CN merger application on its
own merits and in z timely fashion. However, we do not know how L{nhe STB
¢an incorporate all the suggestions and potential ramifications expressed
in the four days of hearings within the next few days. In addition, if
thers were any changes in future mergar eriteria, then BN and CN weguld
need time to analyze these impacts prior to filing a merger application.
Dased on this scenario, we think it will be difficult for BN ang CN to
submit their formal merger application en MarcCh 20th.

Outcome #4: Long=term (2 to 5 year) meraterium on rall consclidatien.
Stock reaction! Mixed. Some may view this as a positive peried of
stability for the rail sector, with an extanded period of time to focus on
service improvements and to study where the industry should be headed.
However, we would view this long-Ttelm uncertainty about the potential for
additional merger synergies as negative. We beliaeve it would be mere
difficult for the ralls to meke long term capital decisions under this
seenario,

Background en STB Rail Conselidation Hearings, March 7-10:

The unprecedented hearings were triggered by the announcement in December
that ONI and CNI signed a merger agreement and intended on filing a merger
spplication with the S5TB in March. This union would create the largest
railroad in North America, accounting for approximately 40% of total
industry revenue, which would likely result in competitive responses from
the remaining 6 majeor railrosds in the U.2, and Canada mnd result in
further industry consolidaticn. This soenario prempted outcry from 2
variety ¢f shippers, government organizations, and even the other major
railroads. The majority opinion is that the industry is not ready for
another round of consolidation sinee it is still recovering from the
service disruptions caused by the previous twe mega-mergexs {Union Pacific
/ Southern Pacific in 1997 and the break-up of Conrail by CSX and Norfolk
Soutnern in 1998). Therefore, the STB went beyond its previous one-at-a=
time merger review process and sald it will look at +the "ecumulative
impacts and crossover affects" of additional rail consolidation and
invited interested parties to submit evidence. The result was four davs
of hearings with testimony from ovel 180 participants (see our eclectronic
noted dated Mareoh Tth for a complete listing of presenters).

The overwhelming theme at the hearings was the significant decline in

rail service and the cost that has been incurred by shippers and
communities during the past five years of industry censelidation. Mest

of the testimony was based on the pain and suffering caused by +he Unien
Pacific / Southern Pacific service meltdown in 1998 and the gontinuing
disruptions with the breakup of Conrail by C8% and Norfolk Southern that
began in July of 1993. Unfortunately for BN and CN, they are generally
being punished for the mistakes of their peers. The majority of presenters
gee the marits of the proposed BN / CN merger, acknowledge that the two
rails currently have superior sérvice levels, and admit that BN and CW
have had better success than their peers with their previcus mergers {the
BN merged with Santa Fe in 1995 and CN with Illinais Central in 1998).
However, the overriding sentiment was that the recent reund of rail mega-
mergers have been a fallure for shippers, who have suffered a decline in
service and generally higher zates and costs, and for the railroads who
have suffered a decline in operating performance and eguity market valus.
Qur experience with previous STB hearings regarding mergers and the UNP
service meltdown is that the STB has given the benefit of the doubt te the
reils and not offered much compensation to shippers. The difference now is
that stakes are much higher. This, is because there has been another
perceived short term fallure with the eastern rail break up of Conrail and
the feay that the next round of consolidation will lead to the remaining
six major zails merging ints only two major transcontinental, North
American railroads. : .

(J.P. Morgan Securities Inc. acted a% co- or lead-manager in an offering
of securities for BNI, NSC, and UNF within the past three years. A :
director of J.P. Morgan iz a director of UNP.)

First Call Corporation, a Thomson Financlal company.
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RAILRQADS
Tracking the Rails 27: Awaiting Word From the STE
(Part 1 of 3)

RATING: Market Perf. Change: None

PART I of IIX
THIS WEEK'S HIGHLIGHETS
u Surface Transportation Board (STB) hearings on downstreanm effect of
proposed Burlington Northern Santa Fe/Canadian National combination span
four days and 160 presenters, We expect some changes to the merger review
process short of an outright moratorium, with word from the Board coming 2s
early as the end of this week.

! pLJ reduces sarnings estimates on heels of increase in projected fuel
price.

o] We include an updated summary of various railroads' fuel hedging
positions.

VIEWPOINT

Those lonely few who gtill ¢are about rall stocks spent four days of last
week hearing, or hearing about, sghippers, politicians, and other railroads
discourse, under sponsorship of the STB, on the future of the industry as
it would be affected by the proposed combination of Burlington Northern
Santa Fe and Canadian National. Little else mattered, nor does it now,
until we have a clearer take on the Board's thought process in handling
this merger roview process. That indication will determine tie extent to
which investors should steel themselves for what we believe is a
potentially inavitable round of further industry consolidation over the
next couple of years. We expest rail stocks to remain rather rudderiess
until! these issues are resolved and will have more to say when we know the
8TB's leanings. In the mean time, a market performance rating appears moSstT
appropriate.

Table 1; STOCK PERFORMAMNCE: No Consistency Here
S&P BNI# CNI C3X@ NSC#
Ralls

1999 ~17.3% -29.2% 1.4% -24.4% -35.3%
Performance

_ggrsus 3&P -36,2% -48,7% -18.1% -43,9% -54.8%
3

499 =-7.0% -11.8% =13.2% -26.0% -16.3%
Performance

5ggrsus S&P ~21.6% -26.4% -27.7% -40.5% -30.9%
Since YE199% ~ =-17.B% -19.1% -6.4% -30.3% -36.9%
sggrsus S&P -12.0% =-13.2% -D.8% -24.4% -31.1%
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Since o -0.4% -1,9% 4.5% 3.8% -7.2%

Q2/25/00
Verﬂus S&P "3!4% "4|9% 115% 045% “10.2%
500

UNP# WeLX* CP KS8U S&EH00
1399 ~-3.2% -21.8% 14.2% 51.7% 15.5%
Performance
Versus S4&P wi2.7% ~-41,3% -5,.3% 32.2%
500
4499 ~9.2% -1.8% -8.5% 60.5% 14.5%
Performancs
Versus S&P -23.8% ~16.4% -20,0% 45.9%
500
Since YELS99 =19.2% -14.4% =13.6% 14.2% -5.8%
Versus S&P -12.4% -B.6% ~-7.8% 20.0%
300
Since -4.7% =12.8% -2,9% 7.7% 3.0%
02/25/00
Versus S&P «7.7% ~15,8% -5.40% 4.7%
500 .

INVESTMENT QUTLOOCEK

Wwith a distinetly negative bias, raill stocks were preatty tmuch all over the
place over the past two weeks, with the uncertainty about the regulatory
review process-as embodied in last week's STER hearings-shutting out any
potential for buying interest in the group, A ¢ouple of stocks made it
into positive relative territory for no reason we can explain-except for
perennial outperformer Kansas City Southern, whose shares are dilven far
more by its powerful mutual fund business than its relatively small
railroad.

Looking ahead, the stocks are likely to be in limbo until the 8TB rules-an
event some believe could come as early as this Friday-and then we'll sae.
As we discuss in zome detail below, wWe believe the STB's direction in
handling the BNI/CNI case will help bring some stability to financial
market views of the rallroads-although we cannot at this peint predict
eXactly how they get there. If that happens, we believe railrocad stocks
may begin to trade more on their fundamentals and, pretty much regardless
of the company, that looks to us likely to preoduce somewhat higher prices.
Until we know more on this front, we believe that a market performance
rating on the group is best.

OF INTEREST.

STB Hearings Lay Groundwork for.Something

We listened attentively te the four days and 160 presenters in last week's
ETB hearing on the downstream impact ¢f the proposed combination of
Burlington Northern Santa Fe and Canadian National. All in all, there was
less support for the combination than we expected, and the opportunity for
the heaaring itself to begin to frame the discussion of the industry's
outlook was, correspondingly, not as great as we had hoped. It was our
belief that any information was better than none, yet what we got out of
the hearings was a distinct bias toward not procesding with this mergerz,
against a backdrop of uncertainty about how we could get there. In the
following paragraphs, we summarize our comments about various parties’
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testimony as the days passed, and end up with our expectations for the
Board's direction.

Day Ona: Tuesday
The testimony of the CEOs of BNI and CNI focused on the merits of their

transaction within the current regulatory framework. It was our view that
the entire point of the current STB hearing is to investigate how
appropriate the current rules arxe as the railroad industry continues to
consolidate. We were suxprised that BNI's and CHI's testimony did not
attempt to address those broader lssues, and kbelieve that their
presentations shed little light on the likely outcome of these hearings.
Wé saw an inherent inconsistency in the BNI/CNI testimony. They arqued
that thelr merger should be allowed to be consuwnmated while other
combinations are elther not inevitable or should be delayed until they will
be "good" mergers, BNI/CNI are, therefore, arguing that their merger
should be reviewed uader the current public benefits vs. public harms
standards, which is a unique merger oversight framework that has evolved
precisely becsuse the railroad industry is a network business whoge
economica are driven by scale and density of traffic flows. The
inconsistencey in their testimony was that BNI and CNI essentially argued
that the network characteristics of the railroad businegs should ke
congidered when their merger is reviewed, but that it somehow does not
apply to the economies of scale and traffic density that their competitors
would need to effect if they are allowed to mezge.

The net testimony of various other railroad CEOs, several members of
Congress, the Departments of Agric¢ulture, Defense and Transportation, and
the STB members' comments rounded cut Tuesday's hearings. None of these
participants counseled anything mere than having the 2TE proceed carefully
in vetting the BNI/CNI combination, and many were simply hostile to the
idea of any further railroad industry conscolidation at this point. The
idea of a morstorium on further railroad industry consclidations was
floated more than once on Tuesday.

Day Two: Wednesday

Day Two started off with ¢omments from vagious labor representatives, The
unions' broad, but by no means unanimous, advice to the Board on how to
proceed was to go slowly, and probably to create a very high if not
insurmountable bar to the BNI/CNI and any future proposed mergers. WNone of
that is surprising.

We were somewhat uncomfortable about one element of this labor dynamic,
hewever. The Brotherhood of Locomotive Engineers (BLE) supported the
merger, but appeared to be doing so primarily because of substantially
improvad (from the union's standpoint) guarantees by BNI/CNI on pavments to
be made to any severed employees (10 or more years of pay instead of the
usual six years), guarantees about no job transfers acroszs the US/Canada
border, more favorable relocation henefits within the allowed geographic
scope, and agreement by the railroads to submit all merger-related disputes
to collective bargaining rather than arbitration that the unions believe is
less favorable to their cause. Our obvious concern was that BENI and CNI
are buying what little labor support they've been able to muster, and that
there may be additional giveaways te other labor groups as discussions
continue. This merger already has limited cost savings benefits to
recommend it, and w¢ are uneasy that BNI and ¢NI are giving away some of
what little savings are alrezady "pyomised"™ to their shareholders.

Rep. Jerrold Nadler (D-NY), repregehtatives of intermodal companies,
including UPS (UPS#), shortline railroad entities, chemical and plastics
manufacturers, and logistics companies finished off Day Two. Rep. Nadler
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was concerned about the industry's poor history of delivering on promised
merger benefits and wanted the STB to take a very hard leock at the
industry's ultimate shape if this merger is approved. The intermodal
companiés had mixed opinions on heow the Board should procesd, with UPS
recoemmending a very cautious approach, including & meratorium on rail
mergers until 2002. In a moment of levity that appeared not to be
intended, UPS' description of itself as a "captive shipper" to the
railroads was, coming from a company who's market capitalization is more
than that of the entire railroad industry's, the cause of & few smiles.
The shortline railroad groups had mixed opinions as well, with the
determining factor for support of the merger appearing to be ties with BNI
or CNI; we wondered how much the potential for leverage over the shortlines
by the large carriers affected the little railrcads' opinions.
The chemical and plastics companies, and their trade associations, didn't
s¢ much care about how the STB proceeds with this merger review but just
wants somebody to inject more competition into the railroad industry. This
was one group where we thought we might see some divergence between the
vary strident view taken by the industry trade group, the Chemical
Manufacturers Association, yet all company speakers pretty much hewed to
the same aggressive rhetoric decrylng a lack of railroad competition.
Finally, the logistics companies had mixed ¢pinions on how to procesd,
depending on the kind of service they've received in their dealings with
EBNI and CNI.

Continued on Part II

Copyright Donaldson, Lufkin & Jenrette Securities Corporaticn, 2000,
Additional information is available upon regquest.

Firgt Call Corporation, a Thomson Financial company.
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RATING: Market Perf. Change: None

PART II of IIT
OF INTEREST,.
STB Hearings Lay Groundwork for,Something (continued)
Day Three: Thursday
Auto makers, notably Genesral Motors {GM#), electric utilities and their
trade associations, ahd mining greoups, including c¢oal miners began
Thursday's hearings, There was & striking unanimity across the day's
presenters in their desire to see the pace of railrecad industry
consolidation slowed or halted. Increased rall competition, meore attention
to service, and additional study of the issue of downstream impact on the
industry of the propossd BNI/CNI combination were all commeon themes today.
The eonly surprise among these presentations was GM's, which at least one of
the merger applicants had expected to be essentislly neutral on the
proposed BNI/CNI merger. GM, however, fell very much in lire with the
cauticus tone on the subject of further industry c¢omsolidation. Later in
the day, the lumber and paper industry speakers were probably more upset by
this proposed rall combinmation than any group, bringing up, broadly se for
the first time, issues related to what they characterigzed as unfair
advantages held by Canadian producers, and wondering how they will not
inevitably lose out when a Canadian railrecad merges with an American
carrier.
On the ¢ther hand, the several academics that testified on Thursday,
including & business school profassor of this writer, univerzsally advocated
the status guo in the 8TB's review of the BNI/CNI merger case. Their
reasening was that existing STB policies maximize long-term economic
utility; minimize uncertainty for investors, emplovees of the applicant
railroads, and other stakeholders; zre ®mor¢ appropriate than any
alternatives in an economy where change has rapidly accelerated; and ars
‘far more likely to be able to determine a meaningful outcome than a2 broadecr
study of downstream implicaticns of the combination. In cur view, their
logic was compelling in a perfect world., Yet the very reason thase
hearings wege held in the f£irst place is that the railroad industry exists
in a very messy world, in which many who have the power fo alter the
industry's future in ways that would horrify the arcademics are, in fact,
not go sure that "business as usual™ is the correct ccocurse of action for
the STB to he. taking in the case.
Thursday was also a day when listening c¢arefully te the guestions and
commerts of the STB commissioners, especially those of Chairperson Linda
Morgan, reinforced our early bias toward some locming thange in the merger
reviow process. Such language as "in striving to protect the public
interest, we can't have our heads in the sand, and we are now in a very
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challenged period"-which iz a ¢lose paraphrase of a comment by Chairperson
Morgan-conly added to our belief that the Board feels pressure to make_some
changes to the merger review process, aven if it is not its first instingt.
Day Four: Friday

The last day of the STB's hearings on the downstream impact on the railroad
industry's structure of the proposed BNI/CNI included testimony from
representatives of state and local governments, and from agricultural
groups, The opinions of the state and local governments were probably the
most mixed of any single group we heard all week, although even their
testimony wag, overall, bhalanced in its split between wanting the STB to
raview the BNT/CNI merder application on a "business as usnal" basis and
wanting to delay further consolidation in the industxy. Their opinions
sppeared more than anything to be determined Dy the extent to which the
proposed combination will bring increased rail service, read "competitien®,
to their communities.

The agriculture groups, including the National Grain and Feed Assoclation
and the American Farm Bureaus Federation, were almost universally
unsupportive of further merger activity. Their stance echoed that of many
other shippers in decrying the percgeived reduction in rail competiticn from
the string of mergers in recent years.

At the end of the week, we held on to cur belief that the STB had
eassentially precrdained that there will be changes to the regulatory review
process. 1t perceives, we believe, that it must appear responaive to the
pelitical and shipper elements that, overwhelmingly, decried further
railroad industry consolidation in these four days of hearings. The most
extreme change, one that was constantly bandiled about-a moratorium—is net,
ro our understanding, a legal optien for the Board: We believe it cannot
refuge an application by twe rallroads to merge.

on the other hand, there 1s more than one way to skin the proverbial cat.
The Board could indicate such a strong aversion to reviswing a merger at
this point-or in some other way indicate a likely delay in processing any
merger application-that it institutes a de facto moratorium. The trick in
that approach, as we see it, is co move to atabilize the industry's
structure in such a way as to keep capital markets participants from
wondering when the next shoe will drop, In other words, the 3TB must
create gome certainty about the strategic framework 30 as t¢ provide a
stable backdrop against which railroad fundamentals can begin te correct
the discount for perceived regulatory risk the market has hullt into the
stocks, We firmly believe the STB is aware of this issue and views it as
important.

We do not know how the STB will bridge the gap between what we believe they
may want to do and what they legally can do, but we have confidence that
they will carefully consider the capital market implications of any changes
to the merger review process. We would caution about getting toeo
optimistic about a complete elimination of rail mergers from the investor
frame of view, as we really do believe there is no magic bullet here., Vet,
we expact whatever actions the STB takes to be announced within a coupla of
weeks end the latest, and possibly as early as the end of this week. We'll
asaess them when we see them and, believe they may set us up for a
situation where railroads trade more on their fundamentals than they have
since late last year but, in the meantime, we continue our market
performanss rating o the group.

DLJ Reduces Railrcads' 2000 Earnings Estimates
Rising fuel prices are likely to take a toll on the sarnings of all

-- FIR3ST CALL --



transportation companieg, and the railroads, while leéss sensitive than
mest, are no exception. Just as we recently adopted an average price of
525 per WTI crude barrel in foregasting 2000 earnings estimates for the
airlines, we implemented the same assumption on March 13 for the railroads.
That new fuel price assumption matches the high end of the $22-25 per
harrel range that DLJ's energy team sdopted a couple of weeks ago, and 13
up from our prior forecast of S22 per barrel,

All else probably isn’'t equal in making this revision, however. In
reducing earnings estimates for the rallroads, we are net passing through
the gntire hit te earnings, because we expect some ¢offset in the fomn of
higher prices in certain commodities. We hava already some evidetice that
price ingreases are sticking. The following table presents our estimate
revisions for the railroads under cur coverage, of which the average is 7%,

DLJ RAILRCAD UNIVERSE
Earnings Estimate Revisions

. BNI# CNT CSXa
DLJ 1Q00 Est, 50.82 $0.64 50.19
Former DLJ Est. NE NE NE
1099 33.50 5(0.43 $0.36
Yr-yzr Change 4% 49% -47%
First Call Mean 50.55 SC.59 50.17
DLJ 2000 Est. $2.55 $52.80 82.35
Former DLJ Est. 52.65 52.85 52.85
19899 52.43 $2.47 $1.59
Yr-yr Change - 5% 13% 48%
First Call Mean 52,68 52.8% 52,31
NSCH UNEH WeLX*
DLJ 1Q00 Est. $0.00 $0.65 $0.29
Former DLJ Est. NE NC NC
1G99 50,30 $0.52 50,27
Yr-yr Change -100% 25% 7%
Firet Call Mean £0.09 50.72 50,30
DLJ 2000 Est. . £1.00 $3.75 81,50
Former DLJ Egt., §1.10 $3.85 NC
1999 $0.63 $3.12 51.30
Yr-yr Change 59% 20% 15%
First Cell Mean 51.05 533.481 £1.50

Updating Fuael Price Hedging Positions
The following table illustrates our latest information about the fuel price
hedging positions of the railrosds we follow. The »ange is from heavily
hedged at Burlington Northern Santa Fe to completely unhedged at CSX and
Norfolk Southern,
DLJ RATILRCAD UNIVERSE
FUEL PRICE HEDGING POSITIQNS

BNI Hedged about 40% of annual need at an average price of
$0.65 per gallon
CNI 31% hedged for the year, evenly spread, at prices of $19-20

per barrel
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CEX No hedges in place
NSC No hedges in place
UNp 10% hedged for 2000 at an average price per gallon in the

lew 50.50s
WCLX  Hedged on no more than 30% of needs for the year

Continued on Part III

Copyright Donaldson, Lufkin & Jenretts Securities Corpeoration, 2000.
ndditional information is available upon request.
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Outcome of STB Hearing Could Act as an Industry Catalyst
Douglas W. Rockel (212) 405-8121
March 14, 2000 Jason H, Seidl (212} 408-562C

* Industry Overview

¥ Last week the Surfac¢e Transportation Board (STB) concluded its four-day
Major Rail Consolidation Hearings in Washington, D.C. Testimony was given by
many individuals connected with the railread industry including major Class I
railways, labor organizations, shortline railways, shippers and governmental
representatives.

* The overall sentiment at these hearings was, in our cpinion, decidedly
negative (i.e. against futuyre mergers without a moratorium or further
ragulation). Many who testified, including C85X and UNP, called for a
moratorium before any more rail mergers are considered in order to allow the
industyy to recover its service standards. Reactiong from Chairweman Linda
Morgan have suggested that she is worried about the timing of the recently
proposed BN/CN merger as she stated that the industry is suffering from "msrger
fatigue.™

** Consequently, we believe the STB will either impose & moratorium on the
merger or place further regulations on future mergers. Any such action could
act as & catalyst for rail stocks, which have been out of favor with investors.
. * We continue to recommend the shares of Burlington Northern Santa Fe
(NYSE: BNI-15 5/8), C8X Corporation (NYSE: CSX- 21 7/8), and Union Pacific
(NYSE: UPS-35 1/4) among the Class I rails as Strong Buys and likewise favor
the shortline operatorg Genesee & Wyoming, Inc. (OTC: GNWR-12 7/8) and
Rail America, Inc. (OTC; RAIL-f6 19/32) or higher growth small cap investors.

* Hearing Highlights

Last week the Surface Transportation Board (STE} concluded its rour-day Major
Rail Cecnsolidation Hearings in Washingten, D.G¢. Although theése hearings were
primarily in respense to the Burlington Northern Santa Fe/Canadian National
Railway merger announcement, participants focused on the affects of past
mergers, possible impacts of future mergers and the general structure of the
rail industry. More specifically, testimony was heard from many individuals
¢onnected with the railroad industry ingluding major Class I railways, labor
organizations, shertling railways, shippers and governmental representatives,

Not surprisingly, Burlington Northern and Canadian National were in favor of
the STB golng forward with reviews of possible rail consclidaetions., Both BRob
Krebs (CEO Burlington Northern) and Paul Tellier (CEOQ Canadian Natisnal) asked
the 5TB to judge the proposed merger based upon its merits and not consider any
potential downstream affects on the industry. Indeed, both leaders argued that
their transaction was far simpler than the previous mergers that sailed through
the 8TB approval process in that it is end-to-end in nature and does not
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require either company to assume additienal debt. Meanwhile CBX, dNorfolk
Southern (NYSE: NSC-12 15/16), Union Pacifie¢ and Canadian Pacific [NYSE: CP-18
5/8) testified to the board that they were against any further mergers until
the industry could fully recover from the service problems that were brought
about by previous mergers. Although, the Kansas City Southern Railway (NYJE:
K5U0-85 3/16) retained its neutral stance on the proposed mergers, the company
aoted  that if the BN/CN merger were approved they would have a competitive
response. The Union Pacific Rallway echosd this sentiment, noting that such
actions could eventually lead to a North American rail duopoly, which has
caused some in the industry to fear governmental re-regulation. Conseguently,
most of the ¢lass one railreads were in favor of a moratorium for future rail
mergers of roughly 16 months with C8X Chairman and CEQ John Snow calling for 4
mergexr free period of 3-5 years.

In contrast, the shortline railroads remained split on supporting near term
mergers of the Class I railroads. Many shortlines closely mirrored the same
opifilon as the major railroad(s) that were closely comnected with them. More
specifically, the Wisconsin Central (OT¢: WCOLX-11 1/2), whieh proclaimed
its support of the BN/CN combination, announced on the same day that the BNI
and CNI had agreed to give the company trackage and havlage rights that would
allow it expand its reach in Canada and the Upper Midwest. The American
Shortline Regional Railroad Association, however, esallad for adeption of a

"Bill of Rights" to protect its more than 400 constituents via
guaranteed vrates, elimination of paper barriers, neon-discriminatory pricing
and moxe favorable car-supply agreements bafore the STB proceeds with any
further mergers.

Support for near-term mergers also appears slim among the rail labor
organizations as several labor organizations called for a moratorium, noting
that labor has suffered frem all the previous mexgers in the industry. The
lone exception, however, came from the Brotherhood of Locomotive Zngineers,
which recently reached a 10-year agreement with the BNI and CNI.
Nevertheless, all of the labor unions took the opportunity in front of the
board to voice concerns over various mexger related issues including "cram
down® provisions and the elimination of seniority distriets.

After recent rail merger decimated rail service throughout North America,
restrained competition, and in some cases led to higher rates, shipping groups
were, for the most part, upset over the possibility of another merger.
Although reaction was split among the intermodal shippers who testified, the
two largest intermodal companies in attendance, United Parcel Service and Pacer
International lodged decidedly anti merger statements to the $TB. Indeed, DUPS,
which incurred roughly $20 million in unexpected expenses from June to December
due to poor rail service, supported a moratorium until 2002, Chemical &
Plastic shippers were equally indignant over poor rail service, sounding a cry
for increased rail competition in favor of more nergers., While the lumber and
paper shippaers also cited concerns over the rail service situstion, many were
also codl to the prospect to foreign ownership of a major western railroad.
More over, many in the U.8. lumber industry believe that the Canadian lumber
industry receives unfair subsidies from the government.

While foreign ownership did not appear to bother autemetive giant General
Motors Corporation, poor service did as the company, which spends roughly $1.2
billion per year for its rail service, noted that it has incurred roughly 5250
million in extra costs last year because of rail service disruptions. Not
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surprisingly, GM voiced its opposition to any further rail mergers and called
for the rail industry to concentrate their efferts on improving existing
service, The company noted, however, that it would be against any governmen=z
re-ragulation. The only other autemotive manufacturer to participate in <he
hearings, Mazda, opted to take a neutral stance on further mergers but stated
that the company believed the utmost cautiens should be used by the STB in
reviewing any further rail merzgers. Mazda went on to add that it believed
further rail mergers would lead to a further degradation to competition in an
industry that is already a practicing vligopoly.

While neither the Western Caoal Transportation Association or the National
Mining Association called for delay in any further mergars, the two coal
shipping groups both urged caution in approving future mergers with focus being
Placed on creating competition. Similay points were also made by the
representatives from Utility companies, most of which are captive shippers,
. With the industry coming fresh out of recent deregulation, some utility
companies hinted that open access could be a viable option to improve
competition in the rail industry. In fact, one utility representative
recommeindded that rail shippers be allowed to trade railroad capacity rights, a
system that has been in place in the power industry since deregulation.

Investment Conclusion

Although the STBE has a long-standing record of approving rail mergers
{investars should note that the STR has only denied one rail merger since
1986), it appsars that times may be changing. Indeed, we believe the board's
decision to consider the downstream effects of futiure mergers and forgo the
traditional "cne at a time approach" speaks volumes. Despite her hest efforts
to remain independent, we feel that Ghairwoman Morgan came into the hearings
with an anti-merger sentiment as she noted iy her opening statement that the
rail industry was suffering from "mergeyr fatigue.™ Furthermore, she was
presented with an abundance of testimony to build a reeord that could support
imposing & moratorium or tighten the tégulatory requirements for any future
mergers. We anticipate that the STB will react quickly on this matter, iikely
issuing a ruling within the next twe weeks. Consequently, we belleve that the
rail industry is full of many buying opportunities, such as Strong Buy ratad
C8X, Union Pacifie and Burlington Nerthern Santa Fe, as any ruling that i3 of a
negative bias towards further mergers could create a catalyst for the rail
stocks, which have been saverely depressed since late last year over concerns
that additional mergers would also create additional service failures and cost
pressures.

Additional information available upon request. Stocks priced as of previocus
3essjion’'s close,

First Call Corporation, a Thomson Financial company,

All rights reserved. 888.558.2500
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=NO BIG SURPRISES FROM DAY ONE QF STB PROCEEDINGS

Unsurprisingly, BNI and CNI argued in favor of their proposed merger, while
the ¢ther railreads argued for a moratorium on rail mergers until rail
service and financial woes have been solved.

~OTHER WITNESSES QFFERED CAUTION

The overwhelming response from other witnesses was for the STB to take a
cautious and thoughtful approach when considering future rail
consolidations.

-WE STAND BY OUR VIEW
We believe a moratorium on railroad mergers is likely to be the outcome of
the March hearings, which would put the BNI-CNI merger proceeding on hold,

=5TB DECISION TO DELAY MERGERS COULD BE POSITIVE

We believe a decision from the STB to delay the merger process could
initially be viewed as a positive by the Street as it would remove some
near-term uncertainty.

~BNI, CNI AND UNP ARE POSSIBLE TRADING PLAYS
In the event of a delay in the merger process, we belisve that BNI, CNI and
UNF could enjouy some near-term strength in their stocks.

-MAINTAIN NEUTEAL RATING ON THE GROUP
But unless interest rates and oil prices stop rising, it will be tough foz
the railroad gsector to sustain a long-term rally.

KEY RATINGS

Burlingten Northern Santa Fe (BNI-$159.25)Neutral
Canadian National (CNI~$22.50)Neutral

Canadian Paclfic (CP-518)Cutperform

C8Y Corporation (CSX-521.25)Neutral

Kansas City Southern (XSU=-585)Cutperform
Norfolk Southezn (NSC-8$13)Neutral

Union Paclific (UNP-536)Neutral

STB Pelay Could Give S3light Boost to Stocks
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We participated in the first day of Washington hearings held by the Surface
Transportation Board ($TB) which focusad on the future of railroag
consolidations, including the currently proposed combination hetween
Burlingten Northern Santa Fe (BNI, Neutral, $19) and Canadian Natiemal {CNT,
Neutral, $24). The firat day included testimony from Senators,
Representatives, government agencies, the CEOs of the Class 1 railreoads, Wall
Street representatives and major shipper associations. The hearings continue
thzough March 10.

No Surprise from Day One

There were no big surprises from the testimony given on day one,
Unsurprisingly, Rob Krebs (Chairman and CEO of BNI) and Paul Tellier (CEO of
CNI) testified strongly that their proposed merger should be judged on its
stand-alone merits and under the current regulatory regime, Tt was cglear
they intend to push forward with their merger application.

Generally speaking, the rest of the witnessges who testified took the opposite
stance and urged that the STB move cautiously when assassing further rail
consolidation. Some witneases (Senators Rockefellser, Dorgan and the CEOQs of
the other major North American railroads) argued vigorously for either a
complete stop to railroad mergers or, at least, 2 comprehensive moratorium
(as much as five years) on rail mergers. Other witnesses, such as Secretary
of Transportation Rodney Slater, suggested that the STB avoid imposing a
moratorium on rail mergers, but rather raise the bar for determining whether
a procosed transaction is in the public interest. As we would expect:,
shipper groups generally argued that increased competition (as a means to
improve railroad service) should be incorporated inte any future merger
decisions frem the 8TB.

Pespite the variety of recommendations offered during Day One testimonies, it
was very clear te ws that, apart from Kreks' and Tellier's intezest in moving
forward under current regulations, the overwhelming response of witnesses was
for a go-slow approach, Thus, we believe that the outcome of day one's
testimonles ig a confirmation of our view that it will be very difficult for
the STB to approve the proposed Burlington Northern Santa Fe/Canadian
National merger using the standard 1€ menth process (for more background see
cur 2/23 write-up from the Chairman Morgan lunch we hosted at our offices).
In our estimation, we believe there is better than a 50% chance that the BNI-
CNI merger approval process is pestponed by at least a year,

What To Do With The Stocks?

The good news is that Chairman Linda Morgan has been very clear that the STB
will issue a swift deecision following the hearings. We believe this decision
will @ome no later than Ma¥ch 20, 2000, which is the first day that BNI and
CNI ¢an formally file their merger application with the government. As noted
above, we believe the STB's decision will likely contain some delay to the
lergar gama. In the short-term, such a decision is likely t¢ be viewed
pesitively by the market as it would pre-empt what we believe is otherwise an
imminent, final round of rail consolidation this spring. For short-term,
nimble investeors, we recommend taking a position in BNI, CNI er Union Pacific
(UNE, Neutral, $36), as they are operaring smoathly at Present and yet are
weighed down by risk of further industry consolidation. Similarly, long~term
investors whe currently own these names but are looking to get out may want
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o walt for the STB's decisiocn later in March before selling as it could be a
S~ight pesitive catalyst,

With that saild, we are not ready to upgrade (from Neutral) the rails as a
group, as the S3TB's final decizion may turn out to simply delay the merger
process by one year which may be viswed by long-term investors as simply
pestponitly an inevitable and risky evant, Thus, we do not expect to ses
railroad valuations return to levels witnessed prior to ths BNI=CNT merger
announcement, let alone back to the more normal P/E3 of three years age.
Mereover, since we do not actually know what the STB will specifically
mandate in its decision following the hearings, it is impossible to asseas
the ultimate economic impact from potential changes to the regulatory regime.
And finally, until we sae reason for eil prices to begin to drop or signs
that the Fed has stopped tightening, we think it will be tough for railroads
te outperform the market. In summary, despite the incredibly low valuations
that railread stocks are currently experiencing, we prefer to maintain our
Neutral rating as there's little to gat excited about.

(PLEASE SEE PART 2)
First Call Corporation, & Thomson Financial company.
All xights reserved. 8B38.558.2500
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